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Abstract   
 
The Gulf Cooperation Council countries (GCC) include Bahrain, Kuwait, 
Oman, Qatar, Saudi Arabia and the UAE. Their monetary policy objective is to 
stabilize the foreign price, i.e., exchange rate instead of the domestic price level, 
where the nominal interest rate is equalized with the US federal fund rate, but the 
inflation rates are independent.  High oil prices and the depreciating US dollar caused 
inflation to rise and real interest rates to be persistently negative in the UAE  and 
Qatar.  Asset prices bubbles formed then burst creating large loses. They could have 
moderated the effect of, or avoided, the bubble had they floated the currency and 
stabilized domestic prices. 
 
 
 ﺔﻳﺪﻘﻨﻟﺍ ﺔﺳﺎﻴﺴﻟﺍﻭ ﺕﺎﻋﺎﻘﻔﻟﺍ ،ﻲﻘﻴﻘﳊﺍ ﺓﺪﺋﺎﻔﻟﺍ ﺮﻌﺳ  
ﻲﺠﻴﻠﳋﺍ ﻥﻭﺎﻌﺘﻟﺍ ﺲﻠﳎ ﻝﻭﺩ ﰲ  
ﺺﺨﻠﻣ  
 
        ﻲـﻜﻳﺮﻣﻷﺍ ﺭﻻﻭﺪـﻠﻟ ﻑﺮـﺼﻟﺍ ﺮﻌﺳ ﺭﺍﺮﻘﺘﺳﺍ ﻲﻫ ﻲﺠﻴﻠﳋﺍ ﻥﻭﺎﻌﺘﻟﺍ ﺲﻠﳎ ﻝﻭﺪﻟ ﺔﻳﺪﻘﻨﻟﺍ ﺔﺳﺎﻴﺴﻟﺍ ﻑﺍﺪﻫﺃ ﻥﺇ )   ﻟﺍ ﺍﺪـﻋ ﺎـﻣ     ﱵـﻟﺍ ﺖـﻳﻮﻜ
   ﺕﻼﻤﻌﻟﺍ ﻦﻣ ﺔﻠﺳ ﻩﺎﲡ ﻑﺪﳍﺍ ﺲﻔ￿ ﺎﻬﻳﺪﻟ  ( ﺔﻴﻠﶈﺍ ﺕﺎﻣﺪﳋﺍﻭ ﻊﻠﺴﻟﺍ ﺭﺎﻌﺳﺃ ﺭﺍﺮﻘﺘﺳﺍ ﻦﻣ ُﻻﺪﺑ  .      ﲑﻴـﻐﺘﺑ ﺔـﻳﺰﻛﺮﳌﺍ ﻙﻮـﻨﺒﻟﺍ ﻡﻮﻘﺗ ﻑﺪﳍﺍ ﺍﺬﻫ ﻖﻴﻘﺤﺘﻟ
                     ﻣ ﺞﻴـﻠﳋﺍ ﻝﻭﺩ ﰲ ﻱﺪـﻘﻨﻟﺍ ﻢﺨـﻀﺘﻟﺍ ﻦـﻜﻟﻭ ،ﻯﺮﺧﺄـﺑ ﻭﺃ ﺔـﻘﻳﺮﻄﺑ ﺭﻻﻭﺪـﻟﺍ ﻰـﻠﻋ ﺓﺪـﺋﺎﻔﻟﺍ ﺮﻌـﺳ ﲑﻐﺗ ﺎﻤﻠﻛ ﻞﺟﻷﺍ ﲑﺼﻘﻟﺍ ﻲﲰﻻﺍ ﺓﺪﺋﺎﻔﻟﺍ ﺮﻌﺳ    ﹸﻼﻘﺘـﺴ
   ﺔﻴﻜﻳﺮﻣﻷﺍ ﺓﺪﺤﺘﳌﺍ ﺕﺎﻳﻻﻮﻟﺍ ﰲ ﻙﺍﺫ ﻦﻋ ُﺎﻣﺎﲤ  .     ﰲ ﻱﺪـﻘ￿ ﻢﺨـﻀﺗ ﱃﺇ ﻯﺩﺃ ﻯﺮﺧﻷﺍ ﺕﻼﻤﻌﻟﺍ ﻩﺎﲡ ﺭﻻﻭﺪﻟﺍ ﺔﻤﻴﻗ ﺽﺎﻔﳔﺍﻭ ﻂﻔﻨﻟﺍ ﺭﺎﻌﺳﺃ ﻉﺎﻔﺗﺭﺍ ﻥﺇ
         ﺮـﻄﻗﻭ ﺓﺪـﺤﺘﳌﺍ ﺔـﻴﺑﺮﻌﻟﺍ ﺕﺍﺭﺎـﻣﻹﺍ ﰲ ُﺎﻴﺒﻠـﺳ ﻲـﻘﻴﻘﳊﺍ ﺓﺪﺋﺎﻔﻟﺍ ﺮﻌﺳ ﺢﺒﺻﺃ ﺪﻘﻓ ﻚﻟﺬﻟﻭ ﺔﻘﺑﺎﺴﻟﺍ ﺕﺍﻮﻨﺴﻟﺍ ﰲ ﻥﻭﺎﻌﺘﻟﺍ ﺲﻠﳎ ﻝﻭﺩ ﺐﻠﻏﺃ  .   ﺎـﳑ  ﻯﺩﺃ 
         ﺭﺎﻌـﺳﻷﺍ ﰲ ﻞـﺋﺎﻫ ﺽﺎـﻔﳔﺍ ﺎﻬﻌﺒﺗ ﺭﺎﻘﻌﻟﺍ ﰲ ُﺎﺻﻮﺼﺧﻭ ﻝﻮﺻﻷﺍ ﺭﺎﻌﺳﺃ ﰲ ﺕﺎﻋﺎﻘﻓ ﺭﻮﻬﻇ ﱃﺇ .          ﻦـﻣ ﲔﺘﻟﻭﺪـﻟﺍ ﲔﺗﺎـﻫ ﺖﻋﺎﻄﺘـﺳﺍ ﺪـﻗ ﺖـ￿ﺎﻛ ﺎـﲟﺭ 
                  ﻱﺪـﻘﻨﻟﺍ ﻢﺨـﻀﺘﻟﺍ ﺐـﻨﲡ ﱃﺇ ﻑﺪـﲥ ﺔـﻳﺪﻘ￿ ﺔـﺳﺎﻴﺳ ﺖﻌﺒﺗﺍ ﺪﻗ ﺖ￿ﺎﻛ ﺍﺫﺇ ﺔﻠﻜﺸﳌﺍ ﺔﳉﺎﻌﻣ  .               ﺮـﺷﺎﺒﻣ ﺱﺎـﺴﻣ ﺎـﳍ ﻱﺪـﻘﻨﻟﺍ ﻢﺨـﻀﺘﻟﺍ ﺔﻠﻜـﺸﻣ ﻥﻷ
ﻮﺻﻷﺍ ﺭﺎﻌﺳﺃ ﺕﺎﻋﺎﻘﻔﺑ ﻝ .  
  21. Introduction 
 
The fixed exchange rate regime was unsustainable in the US because of 
balance of payments problems.  Friedman (1953) made the case for flexible exchange 
rates.  The US floated the dollar in 1973.  Other Western nations followed suit.   
Speculators attacked the Bank of England and forced it to exit the European Exchange 
Rate Mechanism in 1992.   
 
Hong Kong has a currency board vis-à-vis the USD; it feels safe from 
potential attacks, most likely because the Bank of China's massive reserves deter 
speculators. Further, asset price bubbles have higher chances forming under fixed 
exchange rate regimes where  , and if  and 
*
t t i i =
*
t t π π > 0 < t r  (see appendix for data 
and notation). Figure 1 illustrates using Hong Kong data (the correlation is -0.75).  
During the period from the 1990-1999,  0 < t r ,  t π was 6.87 percent and 
*
t π was 3 
percent.  High inflation is bad, in addition to eroding purchasing powers, increasing 
the variability of relative prices, and distorting real decisions, excess money and credit 
fuel the asset markets.  Central banks can stabilize the foreign price (fix the exchange 
rate) or stabilize the domestic prices (e.g., inflation targeting), but not both. 
 
The GCC adopt a fixed exchange  rate regime to the US dollar (except Kuwait 
which pegs to a basket), where  is set equal to  , to keep the depreciation rate 
constant.  Inflation in the GCC is usually imported, and highly associated with high 





The IMF article IV consultation 2008 shows that the UAE had negative real 
interest rates persisted for years.  Qatar too had a persistent negative real interest rate. 
Oman's rate became negative in 2007-2008.  The other GCC countries have very low 
real interest rates. The GCC produce about 23 percent of the world's oil and controls 
40 percent of the world's oil reserve. They probably feel safe from speculators 
because of their sizable foreign reserves.  They also seem content with the fixed 
exchange rate regime and oblivious to asset price bubbles. Dubai and Qatar are 
similar to Hong Kong in many aspects. 
 
GCC housing time series data are not available. Colliers International plots a 
hump-shaped housing price index for Dubai, which went from 100 in 2007 to nearly 
220 in mid 2008 then took a nosedive to 100 in early 2009.   
       
We show that, had the GCC adopted a monetary policy of targeting low 
domestic inflation rate, average nominal interest rate would have been higher than 
otherwise and average real interest rate would have been positive than otherwise, 
which imply that asset price bubbles could have been moderate, if not totally absent.   
 







  32. Monetary policy simulations 
 
The UAE and Qatar's inflation rate are low and stable during 1999-2003.   
They are high and more variable during 2004-2008.  Oman's inflation increased 
significantly in 2007.  Let's assume that these countries float their currencies. And, 
they use a "strict" and a "flexible" policy formula (Taylor 1993, 1999) to ask, what 
nominal short term interest rate  delivers a positive real interest rate, under a specific 
inflation target?  
The strict inflation targeting Taylor rule is: 
 
) ˆ ( 5 . 0 ~ ~ 1 π π π − + + = t t t r i , 
 
and the flexible inflation targeting rule is: 
 
) ˆ ( 5 . 0 ) ˆ ( 5 . 0 ~ ~ 2 t t t t t y y r i − + − + + = π π π  
 
We report the results of strict and flexible inflation targeting along with 
descriptive statistics in tables 1 and 2.  Table 1 has 6 columns for each country.  t π  is 
in column 1.  We assume that the central bank wants to keep average inflation as low 
as it was during the period 1999-2003 for the UAE and Qatar, and 1999-2006 for 
Oman.  In column 2, for the UAE the target is set to 2.5 percent; 1.5 percent for Qatar.  
For Oman, average inflation during 1999- 2006 is 0.5 percent; we chose π ˆ =1 percent. 
Column 3 includes   (actual) followed by  t i t i ~ (simulated) in column 4.  In the last two 
columns we have   and  t r r ~ . 
 
On average, to keep inflation low and stable, and the real interest rate is 
reasonably positive, the UAE would have had an average short term nominal interest 
rate  t i ~  of 14.2 percent compared with actual   of 3.3 percent; 18.4 compared with 
actual of 4.7 percents for Qatar; and 16.2 compared with 2.6 percents in Oman.  Table 
2 is similar to table 1. Over time, when inflation is under control, both the nominal 
and real interest rates would be low.  Most importantly, the variability of real interest 





A floating exchange rate regime with an inflation targeting policy could have 
moderated, if not fully prevented, asset price bubbles and stabilized output and 
inflation in the GCC countries UAE, Qatar and Oman.  Targeting asset price bubbles 
by central banks directly is still debatable. 
  4Data Appendix 
 
Data are from IFS.  UAE's interest rate are from IMF staff consultation 
documents.  Hong Kong housing price is from HKMA. 
 
t i denote nominal interest rate; for Hong Kong, money market rate. For the UAE the 
91 CD rate; Repo and Bank rates for Qatar and Oman. 
t π denotes CPI inflation rate. 
  denotes the real interest rate,  - t r t − t i 1 π  
t y is log real GDP. 
(*) denotes US magnitudes. 
(-) on variables denotes average value. 
(^) on inflation denotes the target; on GDP denotes potential GDP (HP filter with 
100 = λ ). 
 (~) denotes simulated value. 
. 
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Table 1: Actual and Simulated Strict Inflation Targeting  
  UAE   Qatar     Oman  










   Year             
1999  2.1           1.7          1999  0.5           
2000  1.4   6.5   4.4  1.7  6.6   4.9   2000  -1.2   7.3  6.8  
2001  2.8   3.2   1.8  1.4  2.5   0.8   2001  -0.8   7.5  8.7  
2002  2.9   1.7   -1.1  0.2  1.7   0.3   2002  -0.3   7.5  8.3  
2003  3.1   1.0   -1.9  2.3  1.3   1.1   2003  0.2   7.5  7.8  
Average  2.5   3.1   0.8  1.5  3.0   1.8    2004 0.7   0.7   0.5   
Std  0.7   2.4   2.9  0.7  2.4   2.1    2005 1.9   3.1   2.4   
2004  5 2.5  1.7 9  -1.4  2.8  6.8  1.5  2.6  12 0.3 2.6 2006 3.2  3.6   1.8   
2005  6.2 2.5 3.9 11  -1.1  3.0 8.8  1.5  4.5  15 -2.3 2.5  Average 0.5   7.5  5.2  
2006  9.3 2.5 5.2 15  -1  2.3  11.8  1.5  5.5  19 -3.3 2.0  Std 1.4  0.1  0.8  
2007  11.1 2.5  4.5  18  -4.8  2.6 13.8  1.5  5.5 22  -6.3  2.1  2007  6.1 1.0  2.0  11  -1.2 2.3 
2008  11.5 2.5  1.4  18  -9.7  2.0 15.0  1.5  5.5 24  -8.3  2.2  2008  12.6 1.0  0.9  21  -5.2 2.6 
Average  8.6  2.5  3.3 14.2  -3.6  2.5 11.3  1.5  4.7  18.4 -4.0  2.3 Average  3.8 1.0  2.6 16.0 -3.2 2.4 




t i t π ˆ
- t π ˆ is average from 1999-2003 for UAE and Qatar. For Oman (1999-2006) we chose 1 percent as a target. 
t π r ~ t r
t i ~
t i t π ˆ t π r ~
t r
t i ~
-Std is standard deviation. 
t i t π ˆ t πTable 2: Actual and Simulated Flexible Inflation Targeting  
   UAE   Qatar     Oman  
 Year         
 





















1999  2.1              1.7              1999 0.5            
2000  1.4   2.1  6.5  4.4   1.7   2.1 6.6  4.9   2000 -1.2  -2.1  7.3  6.8  
2001  2.8   -2.4  3.2  1.8   1.4   -2.4 2.5  0.8   2001 -0.8  1.0  7.5  8.7  
2002  2.9   -6.3  1.7  -1.1   0.2   -6.3 1.7  0.3   2002 -0.3  -0.7  7.5  8.3  
2003  3.1   -1.8  1.0  -1.9   2.3   -1.8 1.3  1.1   2003 0.2  -3.1  7.5  7.8  
Average  2.5   -2.1  3.1  0.8   1.5   -2.1 3.0  1.8   2004 0.7  -2.5  0.7  0.5  
Std  0.7   3.4  2.4  2.9  0.7  3.4 2.4  2.1   2005 1.9  -1.3  3.1  2.4  
2004  5.0 2.5 0.4 1.7  9 -1.4  2.5 6.8 1.5 0.4  2.6  12  0.3  2.4  2006 3.2  0.4  3.6  1.8  
2005  6.2 2.5 1.1 3.9 11  -1.1  2.4 8.8 1.5 1.1  4.5  15  -2.3  2.0  Average 0.5   -1.2  5.3  5.2  
2006  9.3 2.5 2.8 5.2 17  -1.0  2.9  11.8  1.5 2.8  5.5  21  -3.3  2.6  Std 1.4   1.5  2.8  3.5  
2007  11 2.5 1.6 4.5 19  -4.8  2.6  13.8  1.5 1.6  5.5  23  -6.3  2.3  2007  6.1  1.0 1.7 2.0 12 -1.2 2.4 
2008  12 2.5 1.4 1.4 19  -9.7  2.3  15.0  1.5 1.4  5.5  25  -8.3  2.5  2008 12.6  1.0 2.7 0.9 22 -5.2 2.2 
Average  8.6 2.5 1.5 3.3  15.0  -3.6  2.5  11.3 1.5  1.5  4.7  19.2  -4.0 2.3 Average 9.4 1.0 2.2  2.6 17.0 -3.2 2.3 
Std  2.9    0.9 1.7 4.7 3.8 0.2 3.4    0.9  1.3  5.5 3.4 0.2  Std  4.6   0.8  0.8  7.1  2.8  0.2 
- t π ˆ is average from 1999-2003 for UAE and Qatar. For Oman (1999-2006) we chose 1 percent as a target. 
-Std is standard deviation. 
t π
t π ˆ
t t y y ˆ − t i
t i ~
t r r ~
t π t π ˆ
t t y ˆ y − t i t i ~
t r r ~
t π t π ˆ t t y y ˆ − t i t i ~ r ~
t r
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